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OP1 NI ON

This appeal is made pursuant to section 25666
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board on the protest of Mhasco
Cor poration against proposed assessnents of additional
franchise tax in the anounts of $1,180.56, $3,698.21,
and $14,667.63 for the income years 1970, 1971 and 1972,
respectively.
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Appeal of Mohasco Corporation

The sole issue for determnation is whether
appel l ant was engaged in a unitary business with its:
Mexi can subsidiaries during the appeal years.

Appel |l ant was incorporated in New York in
1873. It is engaged in the manufacture and sal e of wool
and synthetic rugs and carpets, carpet cushions,
uphol stered furniture, reclining chair and folding bed
mechani sms, and wood and netal furniture.

I n 1946, appellant fornmed Alfonbras Mhawk de
Mexico, S.A de C V. (Alfonbras) in Mexico. Although
Al fonbras was initially established to conduct appellant's
own operations in Mexico, it proved to be only narginally
successful. Therefore, appellant sought to acquire a nore
profitable conpany in order to turn the entire operation
over to a managenent capabl e of operating successfully in
the Mexican market. Accordingly, in 1965, Alfonbras
acquired all the capital stock of Tapetes Luxoc, S.A. de
C.V. (Tapetes) and three other Mexican corporations
(hereinafter referred to collectively as the Mexican
subsidiaries). One of appellant's principal objectives in
acquiring Tapetes was to obtain the services of Roger
Beaur oyr e, o remai ned as Tapetes' president after the
acquisition, to manage the entire Mexican operation. After
the acquisition, the Mexican conpani es were reorgani zed
w th Tapetes becom ng a2 100 percent owned subsidiary of
appel I ant . Tapetes, in turn, owned all the stock of the
remai ni ng Mexi can corporations.

Al though the primary business of the Mexican
subsidiaries was the nmanufacture and sale of carpets,
the Mexican subsidiaries' carpet operation differed in
several respects from appellant's. For exanple, the
Mexi can subsidiaries used jute as a backing for their
carpets while appellant used synthetic fibers. The Mexican
subsidiaries used different fibers for their carpets since
t he Mexi can governnent required themto purchase fibers in
Mexi co whil e appellant's fibers were purchased in the
United States. Auto carpets and oriental-style rugs were
produced by the Mexican subsidiaries while these products
were not included in the United States line. The MxXican
subsidiaries' sole product was carpet while appellant also
produced several other product lines. COver 80 percent of
t he Mexi can subsidiaries' manufacturing equipnment was
acquired from suppliers different from appellant's.
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Appeal of Mohasco Corporation

In addition to M. Beauroyre, its president,
Tapetes' seven-man board of directors included four
menbers who were also officers and directors or
enmpl oyees of appellant. Despite this nomnal majority,
however, the four directors enployed by appellant
granted unqualified proxies to M. Beauroyre, and never
attended a directors’ neeting. Tapeteg had three
officers, president, secretary and assistant secretary.
The assistant secretary was al so an enpl oyee of
appel l ant who was so designated in order to have an
i ndi vidual at appellant's headquarters authorized to
sign pertinent documents. However, during the appeal
years, the assistant secretary did not even performthis
mnisterial task. MNone of the officers or directors of
the remaining four Mexican subsidiaries were in any way
associ ated with appellant.

M. Beauroyre, Tapetes' ?resident and genera
manager, nmade annual trips to appellant's United States
headquarters where he woul d generally spend an hour

di scussing the Mexican operation with the chairmn of

the board. During the remainder of the year,

M. Beauroyre would communicate with appellant's officers
about tw ce a nonth when he would forward the Mexican
operation's profit figures. Several of appellant's
officers and executives nmade occasional trips to Mexico
during the appeal years. The purpose of their trips

was to conduct "operational" and "style" review.
Operational review consisted of M. Beauroyre answering
questions sent from appellant's New York office concerning
the Mexican subsidiaries’ inventories/receivables,
finances and future prospects. Style review involved a
consi deration of the Mexican subsidiaries' various carpet
lines and their marketing success', as well as a review of
appel l ant' s avail abl e desi gns.

Appel I 'ant provi ded some technical style and
desi gn assistance to the Mexican subsidiaries. For
these services, appellant received a nom nal fee.

Appel lant had simlar technical assistance agreenents
W th other unaffiliated conpani es throughout the world,
Al t hough appellant's style and design sources were
available to the Mexican subsidiaries, only 25 percent
of the latter's carpet line was attributable to these
sources. The renumi nder was independently devei oped

t hrough the Mexican subsidiaries' own research and
devel opnent facilities or obtained from other sources
whi ch M. Beauroyre had devel oped throughout his career
M. Beauroyre testified that appellant's assistance was
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generally unsatisfactory since the Mexican markets
differed substantially fromthe United States narkets.
The ultimate decision with respect to what |ines of
carpet would be manufactured rested with the | ocal
managenent of the Mexican subsidiaries.

| nt er conpany sal es fron1aﬁpellant to the
Mexi can subsidiaries consisted of thread waste, tufting
needl es, pattern slats and serrated slats. These items
are necessary for the manufacture of carpet in the sense
that carpet cannot be nmade without them They are items
of general application readily available fromthird
parties', however, and it was not necessary that the

Mexi can subsidiaries acquire these itens from appellant.
During the appeal years, these sales averaged |ess than
$45,000 per year. This anmounted to an average of

approxi mately one-tenth of one percent of appellant's
annual sal es and one percent of the Mexican subsidiaries
annual purcrases. There were no sales from the Mexican
subsidiaries to appellant.

The Mexi can subsidiaries' .annual operating and
capital budgets were reviewed by appellant. The
subsidiaries also submtted nonthly financial reports
for appellant's review. There was no requirenment that
the budgets or reports be approved by appellant,

However, appellant did retain the right to approve
budget ed capital expenditures in excess of $25,000 and
nonbudget ed expenditures in excess of $5,000. As a
Bractical matter, no expenditures were ever disapproved

appel lant. The accounting policies and procedures of
the Mexican subsidiaries were simlar to appellant's in
order to facilitate the rendition of consolidated
financial statenents.

None of the Mexican subsidiaries' internal or
external policies and procedures with respect to manu-
facturing, operations, sales, personnel or admnistra-
tion were either: patterned after conparable policies
or procedures of appellant; dictated by appellant; or
subject to approval or review by appellant.

M. Beauroyre, Tapetes' president, testified that he
had conplete freedom "in every way" to manage the
Mexi can subsidiaries.

After an audit, respondent determ ned that
appel lant and its Mexican subsidiaries were engaged in a
unitary business and issued notices of proposed
assessnent reflecting this determnation. Appellant
protested the proposed assessnents. After a hearing,
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appel lant's protest was denied. Thereafter, appellant
filed this appeal.

When a taxpayer derives income from sources
both within and without California, it is required to
neasure its California franchise tax liability by its
net income derived fromor attributable to sources
within this state. (Rev. & Tax. Code, § 25101.) |If the
taxpayer is engaged in a unitary business with affil-
iated corporations, the amount of incone attributable to
California sources nust be determned by applying an
aﬁportionnent formula to the total income derived from
t he conbined unitary operations of the affiliated
conpanies. (See Edison California Stores, Inc. v.
McColgan, 30 Ccal.2d 472 [183 P.2d 16] (1947); John_ Deere
Plow co. v. Franchise Tax Board, 38 Cal.2d 2147 [238 P.2d
569] (1951), app. dism, 343 U.S. 939 [96 L. Ed. 13451
(1952).) |If, however, the business within this state is
truly separate and distinct from the business w thout
the state so that the segregation of income may be made
clearly and accurately, the separate accounting nethod
may properly be used. (Butler Bros. v. McCorgan, 17
Cal.2d 664, 667 [111 p.2d 334] (1941), aftd., 315 U S. 501
[86 L.Ed. 991] (1942).)

The existence of a unitary business is
established if either of two tests is nmet. (Appeal of
F. W Wolwrth Co., Cal. St. Bd. of Equal., July 31,
T972.) The California Suprenme Court has determ ned that
the existence of a unitary business is definitely _
establ i shed by the presence of: (1) unity of ownership;
(2) unity of operation as evidenced by central
purchasing, advertising, accounting, and managenent
divisions; and (3) unity of use in its centralized
executive force and qeneral system of operation.

(Butler Bros. v. #cColgan,supra, 17 Cal.2d4 at 678.)
The court has al so stated that a business is unitary
when the operation of the portion of the business done
within California is dependent upon or contributes to
t he operation of the business outside California.
(Edison California Stores, Inc. v. McColgan, supra, 30
cal.2d at 481.)

Respondent's determ nation that appellant and
t he Mexi can subsidiaries are engaged in a unitary
business is presumed to be correct. (Appeal of John
Deere Pl ow Conpany of Moline, Cal. St. Bd. of Equal.
Dec. 13, 1961.) The burdén to produce sufficient
credible evidence to negate the existence or signifi-
cance of the unitary connections relied upon by
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respondent and thereby overcome the presunptive
correctness of respondent’'s determ nation Is upon
appel lant.  (See Appeal of Saga Corporation, . st
Bd. of Equal., June 29, 1982.)

In applying either the contribution or
dependency test or the three unities test, respondent
based its unitary determnation on the follomnn%
factors: unity of omnershlﬁ, simlarity of products,
central i zed managenent, exchange of know how
interconpany sales, financial reporting, and budget ary
control. g&pellant argues that, to the extent these
factors exist, they are not substantial enough to
support a finding of unity.

It is undisputed that the unity of ownership
requi red under either test is present. pel  ant owned
100 Eercent of Tapetes, and Tapetes owned all of the
stock of the remaining Mexican conpanies.

Respondent maintains that the products manu-
factured by appellant and by the Mexican subsidiaries
were substantially identical except for color schemes.
Initially, we note that appellant manufactured nany
product s ot her than carpet. Even with respect to
carpet, there were nurerous differences with respect to
fiber, backing, style and design. Additionally, the
Mexi can subsidiaries' production equipnent differed
substantially from appellant's. |n sumary, the
products produced by appellant and the Mexican
subsidiaries wresimlar only in that both products
were carpets.

Al though respondent maintains that the
managenment of appellant and the Mexican subsidiaries was
centralized as evidenced by an integrated executive
force, the record does not support’that contention
Respondent first argues that Tapetes' board of directors
was controlled by appellant. It is true that enployees
of appellant occupi ed four of the seven positions on the
board of directors of Tapetes, the controlling Mexican
conpany. Despite this nomnal majority, however,
appellant did not control the actions of Tapetes' board
infact. This is evidenced by the fact that appellant's
directors gave their unqualified proxies to
M. Beauroyre, president of Tapetes, and never attended
a director's neeting. Although respondent maintains
t hat appel |l ant was capable of controlling the major
poIicY deci sions of Tapetes, the fact renains that
appellant did not do so. In reaching our determnation,
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of course, we nust be guided by what did happen, not
“what nmght have happened. In effect, aﬁpel ant
relinquished its nomnal control over the Mexican
subsi di ari es by %rantln the unqualified proxies to
Mr . Beauroyre. he lack of centralized nanagement or an
Integrated executive force is further evidenced by the
uncontradi cted testimny of M. Beauroyre that he was
free to manage the Mexican subsidiaries in whatever way
he determned. M. Beauroyre's testimony is buttressed
by the uncontroverted evidence that none of the Mexican
subsidiaries' policies or procedures were: patterned
after appellant's policies or Procedures; di ctated by
appel l ant; or subject to appellant's approval or
revi ew

_ Respondent al so contends that the travel to
Mexi co by some of appellant's executives evidenced
apBeJLanL's supervisory control over the Mexican
subsidiaries. The reco:d does not support respondent's
conclusion that these visits involved the exercise of
"supervisory" control by appellant over the Mexican
subsidiaries. M. Beauroyre described these visits nore
in the nature of infornation-gathering junkets in which
he woul d answer questions fromthe New York office which
the visitors brought with them There is no'evidence to
indicate that the exercise of any supervisory contro
occurred during these meetings.

Respondent al so argues that the technica
assi stance provided to the Mexican subsidiaries by
appel lant constitutes evidence that these entities were
engaged in a unitary business. Initially, respondent
mal ntai ned that appellant provided 100 percent of the
Mexi can subsidiaries* style and design requirenents.
However, as we have related above, this is not the case.
Under M. Beauroyre's direction, the Mxican _
subsidiaries selected appropriate styles and deS|ﬂns
devel oped by appellant or devel oped or acquired their
styl es and designs as they saw fit. \Wen appellant's
designs were selected, they were sel ected because they
wer e perceived bg t he nmanagenment of the Mexican
subsidiaries to be best suited for their product |ines
and for the types of designs acceptable to the Mexican
market.  Based upon these facts, we cannot.conclude that
the'limted technical assistance provided by appellant
constituted a significant unitary factor,

Al t hough acknow edging that the interconpany

sal es were mniscule, respondent contends that they were
a significant factor because they were sales of key
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itens absolutely necessary to the manufacture of rugs
and car pets. ile the itens sold - thread waste,
needl es and slats ~ were required to produce carpet in
that carpet could not be manufactured in their absence,
to characterize themas "key" itens is inappropriate.
These itens were of a general nature which anmounted to
only one-tenth of one percent of appellant's annual
sal es and one percent of the Mexican subsidiaries*
annual purchases. Under these circunstances, we cannot
conclude that the interconpany sales were a significant
unitary factor.

_ _ Finally, respondent relies on the existence of
financi al rsﬁprtlng and budgetary control to support its
posi tion. hi l e recoPn|2|nﬂ that these factors alone do
not necessarily establish the existence of a unitary
busi ness, respondent argues that they further anplify the
control and integration that existed in this matter.

K Wth respect to appellant's review of the
Mexi can subsidiaries' financial reports, the apparent ‘
purpose was merely to keep appellant cognizant of the ¢
course of the subsidiaries’ operations, There was no

requi renent that the financial reports be approved by

a%pellant. The only effort to exercise any control over

the Mexican subsidiaries was the requirenent of

appel l ant's approval for budgeted capital expenditures

exceeding $25,000, and nonbudgeted capital expenditures

in excess of $5,000. There is no indication that this

control was ever exercised. Based on this very linited

degree of control, we are unable to conclude, as

respondent woul d have us, that such control "goes to the

very heart of the Mexican subsidiaries' operations",,

_ . The heart of respondent's unitary determ na-
tion is based upon its conclusions that the Mxican
subsidiaries relied on aPpeIIant for the design and
styllnP_of their entire line of carpets, and that
centralized management as evidenced by an integrated
executive force was present. As we have seen, appellant
has established that neither of these conclusions was
correct as a matter of fact. Furthernore, we have
concluded that, to the extent they existed, the
peripheral factors relied on, by réspondent such as
PFOdUCI simlarity, mniscule interconpany sales,
inancial reporting and limted budgetary ‘control were
of little significance in this setting. "Therefore, we .
cannot conclude that the unities of use or operation o
were present or that the operations of appellant and the
Mexi can subsidiaries contributed to or depended upon one
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another in such a way as to require the conclusion that

they were engaged in a single integrated enterprise.
Accordingly, respondent's action is this matter nust be
reversed.
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O RDER

. s+ 2

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good czuse
appearing therefor,

IT |'S HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 2.5667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Mohasco Corporation agai nst proposed assess-
ments of additional franchise tax in the anounts of
$1,180.56, $3,698.21, and $14,667.63 for the years 1970,
1971 and 1972, respectively, be and the same is hereby
reversed.

Done at Sacramento, California, this 14th day
of Cct ober , 1982, by the State Board of Equalization,
wi th Board- Members M. Bennett,' M. Collis, M. Dronenburg
and M. Nevins present.

¥ __, Chairman

i S D+ M T Y ol

Cgnway H. Collis , Member

s, - ——

Ernest J. Dronenburg, Jr.  ,Member

. ———— A 9, - -

-R&chard Nevins

, Member

, Member

— - -

*| do not agree with the conclusion that appellant was not
engaged in a unitary business with its Mexican, subsidiaries
during the appeal years.

Wlliam M Bennett , Chai rman




BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of
MOHASCO CORPORATI ON

P

ORDER DENYI NG PETITI ON FOR REHEARING

Upon consideration of the petition filed
Novenber 9, 1982, by the Franchise Tax Board for rehearing
of the Appeal of Mhasco Corporation fromthe action of
t he Francﬁise Tax Board, we are of the opinion that none
of the grounds set forth in the petition constitute cause
for the granting thereof and, accordingly, it is hereby
ordered that the petition weandthe same is hereby denied
and that our order of Cctober 14, 1932, be and the same iS
hereby affirmed.

Done at Sacramento, California, this 4th day of

Nh¥, 1983, by the State Board of Equali zati on,
with Board Menbers M. Bennett, M. Collis, M. Dronenburg
and M. Nevins present.

Wlliam M Bennett Chai r man
Conway H Collis - , Member
Ernest J. Dronenburg, Jr. | Menber
Ri chard Nevins . Menber

, Menber
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